Purpose -Discuss the record on housing affordability in Australia over the period 1985 to 2010, link this with its demand and supply drivers, and comment on government policy responses during the same period.
Introduction
Housing affordability remains a perennial concern in Australia. As early as the mid-1970s, the establishment of the National Indicative Planning Council for Housing resulted in a series of reports and working papers on housing and housing affordability in Australia, closely followed by two reports into housing costs by the Priority Review Staff (1975) and the Committee of Inquiry into Housing Costs (1978) . The decades since have witnessed an increasing succession of inquiries and reports concerned with the various dimensions of housing affordability (including housing costs, mortgage stress, and rental markets), often accompanying the periodic and rapid escalation of Australian house prices (including booms in 1971-74, 1979-81, 1987-89 and 1996-2003) , especially since the mid-1990s.
Starting with a Special Premiers Conference on Housing in 1989 and the formulation of a National Housing Strategy (1991a Strategy ( , 1991b , these include, most recently, the ministerial report of the Affordable Housing National Research Consortium (2001) and a series of reports to the Prime Minister's Home Ownership Task Force (Bor and Moloney 2003; Caplan et al. 2003; Gans and King 2003) . They also include a Productivity Commission (2004) report on firsthome ownership, the creation of a framework for national action on affordable housing by a joint meeting of the Housing, Local Government, and Planning Ministers (2005) , and a Senate Select Committee on Housing Affordability in Australia (SCHAA) (2008) .
These national government initiatives, of course, exclude the many separate efforts taken by the states, local government, industry, consumer, and welfare groups in Australia to focus policy attention on housing affordability. These include an ongoing National Affordable [Yates et al. (2004) , Yates et al. (2005) , Chapman (2006) , Berry (2006a Berry ( , 2006b ), , Yates and Gabriel (2006) , Gurran et al. (2007) , Lawson and Milligan (2007) , Yates (2007a Yates ( , 2007b Yates ( , 2007c , and Yates et al. (2007) ] and regular comment by the Reserve Bank of Australia (RBA) as the regulator directly concerned with financial system stability and the economic welfare and prosperity of Australians [see RBA (2003) , Richards (2008; 2009a; 2009b) and Ellis (2010) ]. Unsurprisingly, some academic work is also in evidence [see, for example, Berry (2003) , Berry and Dalton (2004) , Beer et al. (2007) , Yates, (2008) , Gurran (2008) , Marks and Sedgwick (2008) However, it is in relative terms that the deterioration of housing affordability in Australia is most alarming. For instance, in 1980, the average salary in Sydney, Australia's largest city, was $13,780, and the average house price $64,800, a multiple of 4.7 times earnings. By 1990, house prices in Sydney were a multiple of 5.89 times earnings, and 6.58 times earnings in 2000, until by 2010 the average salary was $65,565 but the average house price was some 10.1 times higher at $663,000 (Callaghan 2010) . In other evidence, among Australia, Canada, Ireland, New Zealand, the UK and the US, housing in Australia is the most unaffordable, with all but one of its 23 urban and regional submarkets (96%) ranked severely unaffordable compared with 18% in Canada, 63% in New Zealand, 58% in the UK, and just 6% in the US (Cox and Pavletich 2010) .
The lack of affordable housing in Australia has many worrying implications. Apart from meeting the basic need for shelter, affordable housing also provides a foundation for family and social stability, and contributes to improved health, educational, social and economic outcomes (Gabriel et al. 2005 , Productivity Commission 2004 . Further, though affordable, high-quality rental housing also provides many of these benefits, the suggestion is they are even larger for home ownership. For instance, owner-occupiers may have a relatively stronger incentive for civic involvement, their typically longer residential tenure suggests minimal disruption to social networks and children's education, and the enhancement of selfesteem through homeownership can potentially reduce the incidence of socially disruptive behaviour and promote physical wellbeing (SCHAA 2008 ). Yet other work points out the benefits of homeownership for access to disability and aged services and the reduction in welfare dependency. Combined together, the societal benefits of affordable housing help justify the interest and contribution of governments to this important policy area, in both Australia and elsewhere, and provide the central motivation for this study.
The purpose of this paper is then threefold. First, examine the trend in housing affordability in Australia across recent decades. This will provide a better understanding of the nature of housing affordability, the severity of the lack of affordability and the outlook for the immediate and longer future. Second, assay the drivers of housing affordability in Australia, both in terms of their historical and social context and the contemporary supply and demand factors. This will allow an informed assessment to be made of the targeting of both policy and policy comment by regulators, policymakers, media and industry, consumer and welfare groups aimed at improving housing affordability. Third, provide a critique of recent government policy in the area of housing affordability, with a special focus on how it links with the purported drivers of affordability. This will permit both the opportunity to appraise government efforts in Australia over time and provide a convenient summary for researchers and others in other national contexts to compare efforts to improve housing affordability in their own countries.
The remainder of the paper comprises three main areas. The first section provides the record on housing affordability in Australia in the past twenty-five years and discusses the attributes of the main measures of affordability. The second section briefly discusses the main drivers of housing affordability during this period and provides a critique of the accompanying government policy efforts aimed at improving affordability. The paper ends with some concluding remarks and policy recommendations. (2004) estimated that the multiple had increased from 6 in the mid-1990s to about 9 at the time of its report. 400,000 500,000 600,000 Sep-1985 Jun-1986 Mar-1987 Dec-1987 Sep-1988 Jun-1989 Mar-1990 Dec-1990 Sep-1991 Jun-1992 Mar-1993 Dec-1993 Sep-1994 Jun-1995 Mar-1996 Dec-1996 Sep-1997 Jun-1998 Mar-1999 Dec-1999 Abelson (2009) , is that it ignores the cost of housing finance. This is particularly pertinent in Australia where the notional cost of housing debt, represented here by the standard variable bank mortgage rate, has generally declined since 1985. Consider Figure 1 . As shown, the standard variable mortgage rate fell from 13.0% in September 1985, with a high of 17.0% over the four quarters starting June 1989, to 7.4% in June 2010, an average of 9.7% over the period. While not the subject of this paper, the downward trend in home lending rates is arguably not only a condition of the Australian macroeconomy, but also the substantial role of financial deregulation and the progressive narrowing of the spread between mortgage rates and the official cash rate from increased competition in the banking and non-banking sector during this time. As discussed later, it also partly accounts for the worsening of housing affordability during the sample period.
Measures of affordability
With this in mind, Figure 2 highlights the critical interface between housing affordability, as simply defined, and the cost of housing finance in Australia by plotting the ratios of housing debt to housing assets, housing interest payments to disposable income and housing debt to disposable income over the period September 1985 to June 2010. As shown, in the 25 years to June 2010, the ratio of household debt to disposable income rose from a level that was arguably low by international standards (28%) to one of the highest for most comparable economies (140%). Other measures show similar results. For instance, household debt servicing (interest plus required payment of principal as a percentage of disposable income) has more than doubled over the past 25 years, from 4.1% to 9.5% but has recently been as high as 10.2%. -1985 Jun-1986 Mar-1987 Dec-1987 Sep-1988 Jun-1989 Mar-1990 Dec-1990 Sep-1991 Jun-1992 Mar-1993 Dec-1993 Sep-1994 Jun-1995 Mar-1996 Dec-1996 Sep-1997 Jun-1998 Mar-1999 Dec-1999 Likewise, gearing (the ratio of the value of housing debt to housing assets) has nearly tripled over this same period, increasing from 10.6% in September 1985 to 28.4% in June 2010.
Importantly, while these aggregate figures clearly justify the interest of the RBA as the Australian regulatory body most concerned with systemic stability and prosperity in the Australian economy, they also downplay some of the serious distributional concerns. For example, borrowing for owner-occupied housing accounts for most housing debt and the bulk of this is concentrated in a small number of households, as many households actually hold no housing debt, either owner-occupied or investor related, at any point of time. Accordingly, gearing and debt servicing are substantially higher in owner-occupied debt-holding (especially low-income) households than what the aggregate figures suggest.
It is for this reason that some more developed measures of housing affordability in Australia have attempted to incorporate the link between the strict cost of housing and the 'mortgage stress' implied by the need to service the debt necessary to purchase this housing. As always, these indexes have their limitations. However, the most fundamental drawback is that they ignore the choices of households. For example, over time households may collectively choose to spend more on higher quality or better located housing. This process is well evidenced in Australia where the overall quality of housing has increased substantially in recent years and where households have increasingly relocated to larger urban and regional centres through emerging preferences for, among other things, a 'sea change' or a 'tree change'. Ultimately, this manifests itself as a decline in measured affordability. Further, choice of housing will also determine gearing and hence debt servicing as when some households prefer to hold proportionately more of their wealth in housing they simultaneously choose to hold a relatively higher level of housing debt to support their choice, as also reflected by conditions in banking and financial markets. For example, the loan to valuation ratio of the typical Australian mortgage loan has increased significantly in the past few decades.
In this study, we select the Commonwealth Bank of Australia-Housing Industry Association
(CBA-HIA) Housing Affordability Index to discuss further the record on housing affordability in Australia. As noted above, the definition of affordability in the CBA-HIA index is in accordance with the longstanding, but arguably arbitrary, lending premise that housing costs should not account for more than 30 percent of household income. As common, concern also lies only in the direct costs of housing purchase (the cost of the housing itself and subsequent mortgage repayments), and therefore ignores the ongoing costs of ownership, including property rates, depreciation and maintenance, and the indirect costs of acquisition (including stamp duty, real estate agency fees and charges, furniture removal, transport, etc.). -1985 Jun-1986 Mar-1987 Dec-1987 Sep-1988 Jun-1989 Mar-1990 Dec-1990 Sep-1991 Jun-1992 Mar-1993 Dec-1993 Sep-1994 Jun-1995 Mar-1996 Dec-1996 Sep-1997 Jun-1998 Mar-1999 Dec-1999 Sep - For comparison purposes, we also include the inverse of the housing price-earnings ratio (and trend) calculated using the same data as in Figure 1 above. Accordingly, a decrease in both measures represents a decrease in housing affordability. However, while the housing price-earnings measure is by construction only relative to past and future values and includes no absolute standard of affordability, the CBA-HIA index is both relative and absolute in that when the index value equals 100, housing costs account for the maximum 30 percent of disposable income.
As shown in Figure 3 , both measures clearly show that housing affordability has worsened in Australia throughout the sample period. From Figure 1 , we know household earnings have trended up at a moderately constant rate so the observed volatility in the measures relative to trend is largely a result of changes in house prices for the housing price-earnings multiple measure and house prices and interest rates for the CBA-HIA index. Starting with the affordability index, we visually identify three sub periods in housing affordability in the past quarter century, corresponding with periods of worse, better and worse affordability, For the most part, the housing price-earnings multiple illustrates a similar deterioration in housing affordability but without the volatility evidenced in the affordability index caused by interest rates and the high level of gearing (80%) assumed in the CBA-HIA index. For most mortgage-holding households, this may then offer a better medium-to-long term perspective on the dynamics of (deteriorating) housing affordability, while the CBA-HIA index places relatively greater emphasis on short-term changes in affordability for first-home (and investor) buyers, both with relatively high levels of gearing and therefore highly vulnerable to changes in mortgage interest rates. Australia, South Australia, Tasmania and the Northern Territory, respectively). Fortunately, the calculation of housing prices and household incomes provides adequate information about the levels of income in regional areas so the two indexes reflect both the negative effect of the higher cost of housing and the positive effect of higher incomes in Australia's capital cities on affordability. The main point to note is that housing affordability is still consistently worse in Australia's capital cities over the sample period in absolute terms. The suggestion is that the positive difference in capital city-rest of state incomes is generally insufficient to offset the higher housing prices in the capital cities over the entire sample period.
However, the difference in affordability between the two areas has narrowed appreciably in the past several years, with both capital cities and the rest of the states being now almost equally affordable. This provides similar findings to the Demographia International Housing Affordability (Cox and Pavletich (2010) study of regional housing affordability where lower median household incomes in a region invariably offset the benefit of lower median housing prices. For example, the Sunshine Coast (a regional area north of Brisbane) has a similar price-income multiple (9.0) to Sydney (9.1), even though their housing prices and incomes differ substantially ($460,000 and $50,900 in the former and $569,000 and $62,400 in the latter, respectively).
Key drivers of affordability and a critique of government policy responses
As discussed in the preceding section, the relative changes in house prices and incomes are the fundamental determinants of even the most complex measures of housing affordability, with interest rates apparently only providing short-term changes in affordability, and then only most applicable for highly-geared, first home-buyers. Given the steady growth in
Australian incomes over the sample period, house prices serve as the primary driver of housing affordability, ultimately determined by the complex net effect of the determinants of the demand for housing and the costs of housing supply. Of these, some demand and supply factors are cyclical, with their effects felt primarily in the short term, while others are 'structural' and will therefore influence prices over the medium to longer term. Further, over time the price elasticities of demand and supply will determine whether a given change in demand or supply results in a modest or more significant change in the price of housing, while the availability and conditions under which credit is made available will determine the capacity of households to finance their housing purchases. Second, economic growth and population dynamics have also had a role to play (Productivity Commission 2004; SCHAA 2008) . In terms of economic growth, strong productivity gains in the 1990s from deregulation and microeconomic reform and the sustained 'resources boom' of the 2000s has increased household income and wealth and part of this has been diverted into increasing the overall quality of owner-occupied housing and the demand for investor housing. The influence of the mining boom itself on house prices is especially noticeable in regional areas of the major mining states (Western Australia, Queensland but also in New South Wales and South Australia). As for population growth, the Australian population of 22.342 million is now growing at its fastest rate since the 1960s (currently 1.7% per year with 43% from natural increase and 57% from net overseas migration). This is also partly fuelled by the mining boom (with higher rates of population growth in the mining states of Western Australia and Queensland), with immigration an important contributor to the growth in underlying demand, especially in Sydney and Melbourne, and interstate migration a major contributor in Queensland, especially in the rapidly growing southeast. Accompanying this has been the long but still increasing trend to smaller, often single occupancy, households, and the pressures this also places on housing demand.
The final demand driver for housing prices is the changes in government policy and the favourable tax environment for both owner-occupied and investor housing that has prevailed and increased for much of the last twenty-five years. In terms of owner-occupied housing, owners are exempt from capital gains tax (CGT) and land tax while the means-tested public pension excludes the family home. For investor housing, investors benefit from concessional capital gains tax treatment and generous negative gearing (since October 1987) and allowances for depreciation. Overall, SCHAA (2008: 62) suggests that the tax treatment of both owner-occupied and investor housing in Australia is favourable relative to other OECD economies. For its part, the Productivity Commission (2008: 75) considers that "…aspects of the personal taxation regime-including negative gearing rules, 'capital works' deductions, the 1999 change to capital gains tax, and high marginal income tax rates-have combined to magnify the attractiveness of investing in residential property during the recent upswing in house prices, thereby adding to price pressures".
Apart from government policy as it relates to taxation, direct government assistance to households to purchase their own home. Of these, the First Home Owner Scheme, notionally introduced to compensate first-home buyers for the introduction of the goods and services tax (GST) in 2000, is the most noteworthy. For its part, the Productivity Commission (2008) argues that this scheme has not being well targeted, with among other things the cap on price eligibility set too high such that as with other forms of demand-orientated direct assistance, it has placed pressure on house prices. The details of the housing assistance schemes available While the supply side has not been a principal cause for the increase in housing costs in Australia over the past twenty-five years, a common argument is that the inflexibility of the supply side response has aggravated outcomes. In evidence, the OECD (2011) concludes that while the price elasticity of housing supply in Australia is about average for the OECD, it is relatively low when compared with countries with a similar population density, such as the US and Canada. This means that increases in the demand for housing increases significant increases in housing prices and that the nature of housing development and construction means that it may take some time for short and medium-term supply-demand imbalances to be resolved. Once again, part of the problem in Australia is that inherent geographical and demographic conditions, including physical limitations on land for development and the degree of urbanisation, restrict housing supply in certain areas and open up differences in regional housing affordability.
In this regard, consider Sydney and Melbourne, Australia's two largest urban areas. While
Sydney is constrained by mountains to the west, the ocean to the east and national parks to the north and south, thereby pushing fringe development in a relatively narrow band to the northwest and southwest, Melbourne is located on a broad flat plain with development opportunities technically available around much of the city. This can add considerably to the overall cost of housing where the cost of an 'infill' dwelling in an established mediumdensity area can be thirty percent higher (in Melbourne) than a corresponding 'greenfield' development (Stuchbury 2010 ).
However, government policy also affects the supply of housing as it relates to both land and housing planning, regulation and taxation. One complication in the Australian situation is, of course, the presence of a three-tier system of government where all tiers of government are heavily involved with the housing sector. State and territory governments, for instance, have extensive responsibilities related to land release and zoning, establishment of charges for (and in some cases provision of) housing-related infrastructure, and implementation and enforcement of building and environmental regulations. Likewise, local government functions typically include the supervision of land development, the administration of planning requirements, and the supply of some infrastructure. Finally, while most of the taxation related to housing is at the state and local level (including stamp duty and land taxes for the former and property rates for the latter), the GST, CGT and allowances for income deductibility at the federal levels also have a role to play.
On this, and further to the discussion of tax policy as a demand driver, the Productivity Commission (2004: 83) concluded that "…although international comparisons of taxation arrangements can be difficult, Australia's reliance on specific property taxation seems high compared with many other countries. Such taxation accounted for about 9 per cent of total taxation revenue for Australia in 2001, compared with a range from below 2 per cent to 12
per cent in a selection of overseas countries". Together, these various taxes and charges can add significantly to both the cost of acquiring and holding housing, and hence reduce the level of affordability. These also influence the overall transaction costs of acquiring and disposing of housing, with the OECD (2011) providing evidence that transaction costs (on both buyers and sellers) in Australia account for about 14% of the property value (fourth highest in the OECD after Belgium, France and Greece).
Putting taxation aside, the capacity of state and local governments to influence housing markets through zoning and development plans and thereby contribute to housing price pressures through new dwelling commencements and redevelopment in existing areas. This is particularly important because of the presence of an argued structural gap between the demand and supply of housing (Stuchbury 2010 ) and the oft-heard argument by industry that slow and restrictive building and development approvals and onerous infrastructure charges are one of the main reasons for the increase in housing costs (Carter 1990 ). However, the actual position of Australia in terms of the planning and regulation of housing and development is unclear. This ambiguity is perhaps best reflected in the Productivity scheme is yet to be fully implemented, there are already some concerns over its ability to alter the supply of housing, with the suggestion that subsidies targeted directly at low-income first homebuyer households may be a more efficient and simpler way to improve housing affordability, with less distortion and more allowance for household choice (Abelson 2009 ).
Concluding remarks and policy recommendations
This study examines the record of housing affordability in Australia over the past twenty-five years. There is also attention to the main drivers of affordability during this period, including strong economic growth and changing population dynamics, ready access to cheap housing finance, and changes in government policy and a generally favourable tax environment.
There is also discussion of the various government responses, including direct and indirect assistance in the form of concessions on stamp duty, grants and more recently subsidised home-saving accounts and funds to promote reforms in planning and building approvals.
However, despite these well-intentioned efforts, of which at least some are longstanding, the evidence suggests that housing affordability has continuously deteriorated in both absolute and relative terms to the point where an increasing number of government and nongovernment inquiries have called for urgent action.
However, there is a tendency to regard the decline in housing affordability as principally the outcome of cyclical rather than structural imbalances. This is problematic in that many of these cyclical influences, especially strong economic growth and a relatively low interest rate regime, have prevailed for the most of the long sample period in this analysis with little sign of abatement in the short to medium term. Moreover, the causes of housing affordability are complex and often interwoven with other policy concerns not directly in the terms of reference of many recent government inquiries. For example, there is no doubt that Australia's strong population growth, augmented by substantial overseas migration, has added considerably to housing demand pressure, particularly in major urban areas, especially Sydney and Melbourne. However, reducing immigration may not be economically feasible in, say, the current labour market context when Australia's mining boom and ageing population are considered. Other relevant factors include issues of sustainability, infrastructure requirements and regional development policy.
Nevertheless, policy could usefully proceed in several directions. First, increase the responsiveness of housing supply to housing demand. This is because supply that is more responsive can limit the house price volatility and mitigate the excessive price increases found in much of the recent housing affordability record. Key policy tools here include enhancing the efficiency of the building approvals process, reform of the urban planning process and the provision of long-term projections for urban development and infrastructure requirements. Second, remove existing tax policies that favour both owner-occupied and investor housing over other investments. Once again, favourable tax treatment lowers borrowing costs, encourages excessive investment, promotes speculation, and limits household mobility, thereby perpetuating regional disparities in affordability. Finally, better targeting and design of assistance to disadvantaged households. This would eliminate both the distortions to housing markets associated with broad direct assistance and more adequately assist households where need is greatest.
